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EDITORIAL

Accountants everywhere will regard
with a feeling of hearty gratification the
announcement made by Richard Whit
ney, president of the New York stock
exchange, explaining the requirements recently adopted by the
exchange that listed companies shall have their annual accounts
audited by independent public accountants. This statement
was dated January 6, 1933, and appeared in the daily press of
New York and elsewhere the next day. The following is the full
text of the announcement:
“Since April of 1932 all corporations applying for the list
ing of their securities upon the New York stock exchange
have been asked to enter into an agreement to the effect that
future annual financial statements published more than three
months after the date of the agreement shall be audited by
independent public accountants, qualified under the laws of
some state or country, and shall be accompanied by a cer
tificate of such accountants showing the scope of the audit
and the qualifications, if any, made by them in respect
thereto. The committee on stock list has considered any
reasons advanced why this procedure should not apply in
particular cases, but has made exceptions only in the case of
certain railroad companies.
“During this period, the New York stock exchange has not
required that audited statements be filed with applications
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for listing, because it was felt that applicants who had relied
upon the former practice of the exchange would have been
subjected to undue delay if the committee had pursued any
other course.
“The New York stock exchange now announces that its
present policy in this respect will be continued until July 1,
1933, after which date all listing applications from corpora
tions must contain the certificate of independent public
accountants, qualified under the laws of some state or coun
try, certifying to the correctness of the balance-sheet, income
statement and surplus statement for the most recent fiscal
year. In general, the audit or audits must cover all sub
sidiaries, and the scope of the audit must be not less than
that indicated in a pamphlet entitled Verification of Finan
cial Statements issued by the federal reserve board in May,
1929, and obtainable from that board at Washington, D. C.
All applications must include an agreement to the effect that
future annual reports published or sent to stockholders will
be similarly audited and accompanied by a similar certificate.
“The committee on stock list may make exceptions to
these requirements in unusual or extraordinary cases where
the enforcement of the requirements would, in its opinion,
be manifestly unwise or impracticable. The committee has
concluded that for the present it will not require audited
statements from railroad companies reporting to the inter
state commerce commission, except in the case of those
railroads whose accounts have heretofore been currently
audited by independent accountants.
“Representative houses and banks of issue have been ad
vised of the foregoing program and have expressed themselves
as in accord with the plan outlined above, which they believe
is sound and consistent with the importance of affording to
the public the most complete and accurate information in
regard to the financial condition of corporations whose
securities are publicly dealt in.”

Probably this is the most important
Great Responsibility and forward step in the history of account
Great Opportunity
ancy within recent years. No one who
is interested in the profession can fail to
recognize its vast significance nor the added burden of responsi82
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bilities which it places on the entire profession—especially on
those practitioners whose work has to do with companies listed
on the exchange. Upon their success in living up to the new
responsibilities about to be placed upon them depends in great
measure the future of the profession. If they will discharge their
duties "in all cases with proper honesty, efficiency and inde
pendence” (to quote a striking phrase from the recent report of
the investigators of the cause of the Kreuger & Toll debacle) they
will firmly establish the position of the profession as one of the
main safeguards of the investor. If they fail to do so, the ex
change and similar bodies will be forced to seek other methods of
securing protection. The burden is perhaps made heavier by the
fact that the increased responsibility comes at a difficult time, when
many corporations are straining every effort to make a favorable
showing, and it is more than usually difficult for the auditor to
keep corporate officers on the paths of sound accounting and
conservatism. This, however, is almost inevitable, because it is
in periods of depression that the demand arises for increased
safeguards such as the accountant is able to provide. It must be
recognized that practitioners will have great need of judgment to
distinguish the essential from the non-essential and courage to
insist on the essential, possibly against strong opposition. They
may also find it necessary to face the loss of office by the honest
accountant in favor of his more subservient fellow. No doubt
the stock exchange is fully alive to this aspect of the question and
may be relied upon to take steps to attain the end desired and to
protect the honest accountant by whatever means may be neces
sary to strengthen his position. Much also can be done by
cooperation among accountants and by a hearty spirit of profes
sional solidarity. These are the important aspects of this
tremendously progressive movement. The enlarged opportuni
ties offered by this latest action of the exchange are matters of
congratulation to the profession as a whole, but the weight of
responsibility that attaches to the opportunities must be equally
apparent.

Many years ago, shortly after the for
mation of the federal reserve board, a
proposal was introduced in that body to
make it compulsory that all applications for rediscount of com
mercial paper should be accompanied by a financial statement
83
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whose accuracy was certified by a public accountant. This, of
course, would have been of much wider effect than the present
ruling of the New York stock exchange, but it seemed to the ac
countants, who had carefully considered the matter, that a ruling
by the federal reserve board at that time would have involved a
great many undesirable features and effects. The amount of
work to be done, if that plan had been carried out, would have
been so enormous that there would not have been enough com
petent men to undertake it and, as a consequence, much incom
petent work would have been done, to the detriment of the
public, the banks and the accounting profession itself. According
ly, the movement was checked when the matter was fully explained,
and, although the federal reserve board has consistently ad
vocated audited statements, there has never been a definite
compelling rule. Now the action of the stock exchange seems to
us to be a much more practicable introduction of the principle of
compulsory audit. It will mean that all the listed companies,
with the exception, perhaps, of a few railroads and other com
panies peculiarly placed, will have the advantage of impartial
audit, and the public will be entitled to feel more confidence in the
statements to be issued than it could possibly be expected to feel
in the statements which were purely ex parte. No doubt the
exchanges in other parts of the country will be impressed by the
ruling of the New York organization and it may be reasonably
supposed that the rule made in New York will be considered by
practically all the exchanges in the country and ultimately
adopted everywhere. (The New York curb exchange has al
ready followed suit.) Mr. Whitney’s announcement refers to
the pamphlet entitled Verification of Financial Statements issued
by the federal reserve board. This document, as readers of these
pages no doubt remember, was prepared by a committee of the
American Institute of Accountants and was designed to indicate
the minimum requirement for the form of audit which was
usually known as “balance-sheet audit,” or in other words an
audit of the affairs of a company at the date of a balance-sheet
with a sufficient review of the operating records and profit-andloss account during the year preceding the balance-sheet date to
make it possible for the accountant to satisfy himself of the ac
curacy of the statement. In order to assist bankers and other
dispensers of credit in the determination of the financial condition
of borrowers, a form of balance-sheet and profit-and-loss account
84
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was embodied in the pamphlet. It was not intended that the
pamphlet should be a complete program of audit; and this fact is
evidently understood by the president of the stock exchange, for
he says that “the scope of the audit must not be less than that
indicated” in the pamphlet.

Railroads May Be Ex The exemption of railroad companies
from the new requirement of the stock
empt Temporarily
exchange seems to be intended merely
as a temporary concession. There is reason to expect that in time
to come even the railroads will be required to submit to independ
ent non-governmental audit. If this be true, it bears out the
contention, which has appeared in these pages, that the investiga
tions conducted by the interstate commerce commission or by
state utilities commissions, while having a value, are not the sort
of investigations which will produce the reports upon which
stockholders and bondholders may rely, except so far as technical
detail of record keeping may be concerned.
In all probability the new ruling of the
stock exchange brings nearer the adop
tion of the plan of election of auditors.
It will draw the attention of shareholders to the vital importance
of the selection of competent auditors. Heretofore there has been
a regrettable but not astonishing lack of knowledge of the func
tion of the accountant and of the eminent desirability that the
accountant be wisely chosen. Shareholders, in most cases, have
been content to leave questions of that sort to the board of direc
tors. They have not apparently accepted the theory that in the
selection of auditors every shareholder has a direct rather than an
indirect interest. When the stock exchange officially demands
that all statements shall be audited, it immediately places the
accountant in a different position, and the shareholder who looks
to his own interests will naturally be influenced by what the
exchange has done.

Effect Upon Election
of Auditors

The adoption of the new policy or, per
haps one should say, the development
of an old policy by the stock exchange is
the effect of several factors working together. Perhaps the most
impelling in the final decision of the stock exchange was the
85
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experience in the failure of Kreuger & Toll. It is noteworthy
that the announcement by the stock exchange and the report of
the investigation of the Kreuger & Toll group of companies ap
peared almost simultaneously. The accountants’ report of the
Kreuger case is an intensely interesting document. It reads like
a combination of the Arabian Nights and the Financial Chronicle.
It deals with cold matter-of-fact figures and with the wildest
dreams of imagination. In the course of the accountant’s
report we find:
“The perpetration of frauds on so large a scale and over so
long a period would have been impossible but for (1) the
confidence which Kreuger succeeded in inspiring, (2) the
acceptance of his claim that complete secrecy in relation to
vitally important transactions was essential to the success of
his projects, (3) the autocratic powers which were conferred
upon him, and (4) the loyalty or unquestioning obedience
of officials, who were evidently selected with great care.
. . . The absolute powers with which Kreuger was vested
gave him complete domination of the entire group. . . .
Indeed he conducted the entire business as though he was
accountable to no one. . . . Closely related to the causes
already mentioned are the complicated and confused book
keeping in regard to many important transactions and the
gross inadequacy of the documentary evidence in support of
accounting entries which our examination has disclosed.
The frauds could not have been consummated without as
sistance—witting or unwitting—of some of his associates,
including some of the officers of the holding and financial
companies, nor could they have been concealed if either the
audits of the companies had been coordinated under a single
control or the audits, though not so coordinated, had been
carried out in all cases with proper honesty, efficiency and
independence. It is apparent that the employment of
different auditors for different closely associated companies,
restrictions in the scope of examinations, subserviency if not
complicity on the part of some of the employees and some of
the auditors, and forgery of documents in order to meet de
mands for evidence confirmatory of book entries, all con
tributed to prevent such audits as were made from resulting
in exposure. The history of this group of companies em
phasizes anew the truth that enterprises in which complete
86
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secrecy on the part of the chief executive officer as to the way
in which important parts of the capital are employed is, or is
alleged to be, essential to success are fundamentally un
suited for public investment, since such secrecy undermines
all ordinary safeguards and affords to the dishonest executive
unequalled opportunities for the perpetration and conceal
ment of frauds.”
If ever there were a case in which the
need of proper accounting was more
insistent than in this Kreuger affair, we
have yet to learn what it could have been. The auditor’s com
ments are absolutely appropriate and terribly trenchant. In a
word it may be said that if there had been a proper, honest audit
of the whole group of companies, thousands of people in Sweden
and in all the European countries and thousands of people in this
country would have been saved from losses which have been in
many cases overwhelming. For some incomprehensible reason
a great impostor always finds victims. There is a section of every
public which will believe whatever is convincingly told and there
are always countless men and women ready to invest, sometimes
all they have, in ventures which have nothing to recommend
them except the assurance of the seller. Some of the Kreuger &
Toll securities were listed on the New York stock exchange. Of
course, the loss has now been taken and the evil has been wrought,
but we believe that with this horrible example of unaudited
companies before it, the stock exchange has been moved as never
before to insist upon impartial investigation.

An Irrefutable
Argument

The Trend Toward the Another factor which has contributed
largely to the making of the new rule is the
Explicit
close cooperation that has existed between
the stock exchange and the American Institute of Accountants.
For several years there has been a friendly interchange of advice
through committees of the two bodies, and the stock exchange
apparently has found such value in the advice and help given by
accountants that it has resolved to widen the possibilities of such
assistance by bringing the accountants into every question of
listing and every annual statement of a listed company. Ac
countants have endorsed cordially the demands which have been
made in the public press for more explicit statement of financial
87
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condition in the case of every company whose securities are
bought and sold, whether on the exchange or not. The trend of
the times is toward full and frank publicity in everything having
to do with corporate activity—except in minor matters whose
publication might jeopardize the welfare of a corporation. The
stock exchange has been especially susceptible to the new spirit of
frank exposition. Indeed, the exchange has done more to effect
reform than could have been done by any governmental or legisla
tive body. Laws sometimes seem to be made to be evaded, but
rules of an exchange are not responsive to political pressure and
everyone must conform or forego the privilege of being listed. It
is not beyond the realm of possibility, or even of probability, that
laws will follow. Indeed they may follow sooner than would have
been expected had the exchange not taken the action which has
been taken. At a hearing before the banking committee of the
United States senate investigating the Kreuger & Toll case, Frank
Altschul, chairman of the stock-list committee of the New
York stock exchange, mentioned the intention of the exchange to
enforce independent audit. His is reported to have expressed the
opinion that there should be laws compelling all companies whose
securities are sold to the public to submit their financial affairs to
independent and thorough audit by public accountants.
As we come into the beginning of a year
whose number is not divisible by two,
accountancy finds itself confronted with the usual peril of legal
interference. Rumors are current to the effect that before the
state legislatures shall have adjourned there will have been many
attempts to tinker with C. P. A. laws and with other matters
having a bearing upon the practice of this profession. Every two
years the country is menaced by its legislative fertility. Most of
the forty-eight states continue to permit their ill-equipped legisla
tors to assemble and talk and out of the talk to evolve what nine
times out of ten are utterly deplorable distortions of enactment.
Everybody knows about this and everybody condemns it, but
no one ever does anything about it. The peculiar danger
this year is said to take the form of restrictive legislation,
as it is known in accountancy, that is to say laws which limit
the practice of the profession absolutely to certified public
accountants or to some other classification which excludes other
people from other states or within the same state from practising
88
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as accountants. In spite of the decisions of supreme courts in
several states, notably the most recent decision in Tennessee,
there are proponents of the scheme of restrictive legislation who
still believe and endeavor to make others believe that in rigid
exclusiveness lies the path to perfection. There is, of course,
much to be said in favor of protecting local interests. If one
look at the matter through a narrow vista it is possible to discern
some advantages to the local members of the profession, but the
better and broader view embraces so many undesirable aspects
that it seems to us the advantages are heavily outweighed by the
disadvantages. Furthermore the extremely uncertain constitu
tionality of any restrictive law and the utter failure of everyone so
far to define accountancy are sufficient reasons for regarding
restrictive legislation as a theory which should be adopted only
after the most profound study, the greatest care and an almost
superhuman ingenuity of expression. Many of these attempts in
the past have failed. Some state societies of accountants have
seen the wisdom of opposition and have prevented enactment,
but the number of attempts does not seem to be much less than
it was.

Accountancy Supposed The trouble, in this matter as in most
others, is that legislatures, or rather
to Be Defenseless
legislators, are acquiescent and willing
to please, provided it costs nothing. Every member of a legisla
ture is elected by a constituency which feels that it has a perfect
right to ask special favors, and so far, when a small group of ac
countants, or those who would like to be accountants, has seen fit
to request a special enactment, there has not been enough opposi
tion always to prevent the granting of the special request. Ac
countancy is more vulnerable in this way than most of the other
professions. In law, of course, legislators are careful because
most of them are members of the bar. In medicine and engineer
ing and many other professions there is a weight of public opinion
which must be taken into account before any subversive enact
ment can take place; but accountancy is a more abstract thing,
and it is safer, so think the legislators, to play with the welfare of
accountancy than with almost anything else. The business
public, whose voice could be imperative, is not sufficiently
aroused, and so the recurring peril of legislative meddling darkens
the skies of every second year. It seems that accountants should
89
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pay more heed to what is being proposed and done by legisla
tures. They do, of course, watch in some states rather carefully,
but in many other states there is not the protective vigilance which
the occasion frequently demands. Some of the state laws now on
the books deserve radical amendment. None is perfect. But,
generally speaking, it is safer to attempt reform in the adminis
tration of a bad law than it is to tamper with the substance of the
law itself. Even a very bad law may be made innocuous by the
honest attempts of administrators to emphasize the good points
and to suppress the effect of the evil.
Would Anyone Believe In times like these, when the list of
clients in almost every office is shorter
This Possible?
than it was a year or two ago, there is
naturally a more avid desire for new clients than there would be in
normal times; and in the wake of this hunger comes sometimes a
willingness to depart a little from the strictest code of ethical
procedure. So extraordinary are the present conditions that
there have been reported to us a few accountants (of course they
must be in most undeveloped parts of the country) who have ac
tually approached the clients of other practitioners and suggested
that they, the solicitors, be engaged in place of the company’s
usual advisors. This is difficult to believe. The good ac
countant, of course, never thinks of anything like competition.
However, the story is somewhat authoritative, and one eminent
member of the profession draws our attention to an effect of this
eagerness to steal clients which has not been much discussed.
He says that some of his clients have been subjected to the
blandishments of another firm and although the actual seduction
did not take place the moral stamina of the client in one or two
cases was severely strained. He says that one client in particular
had called upon him to inform him that the firm of Blank, Blank
and Blank had sent a plausible young person to call and he, the
plausible one, had offered on behalf of his principals (the word is
to be spelled thus—not principles), to undertake the audit of the
company’s accounts for a sum much less than that paid to the
present accountants. The client was unwilling, naturally
enough, to engage any so-called professional concern which would
sink to the level indicated by this story, but the client did feel that
perhaps the fees which had been paid to the present accountant
were somewhat excessive, because if the other firm which had
90
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sent a solicitor to ask for the engagement could afford to do the
work for less—say, one half the customary amount—would it not
seem to the accountant who was telling the story that there must
be a fair possibility of a considerable reduction? The client could
not understand that the offer of the soliciting firm was inspired
solely by a desire to obtain a new client at whatever cost—even
at a heavy loss. So, said our informant, the result of this vile
incident was this: the relationship between the accountant—the
honorable accountant—and the client was not severed but there
had been thrown into the association between them a sentiment of
doubt and perhaps dissatisfaction by some one who gained noth
ing whatever and lost, as the moralists would say, his professional
soul. There is a genuine truth in this story and it would
be well indeed if the few soliciting firms or practitioners would
take the lesson to heart. They are doing no good to themselves
and an almost irreparable injury to their profession. They are
harming others and gaining nothing themselves. To men of the
mentality indicated by the fact of solicitation the argument that
will appeal is this: It does not pay. It is unnecessary to press any
other argument, because the decent members of the profession do
not have to be convinced that a professional man should be
decent.
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